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Memorandum 73-1

Subject: Study T2 - Liguidated Damages

Background
At the November 1972 meeting, the Commission discussed the subject of

liquidated damages. After comsiderable discussion, the Commission decided
that the toplc merited study by the Commission. The staff draft of a
tentative recommendation appeared to be a sound approach, but the Commissien
decided that further information on the problem of late charges on payments
on loans secured by real estate was needed and thst this problem must be
worked out before & recommendation of liquidated damages can be prel;ared.

The Commission suggested that the staff seek the cooperation of
Senator Song in the effort to obtain edditional infermetion and views on
the late charge problem. Senator Song aent a letter requesting & statemesnt
of views and any supporting factusl information to the following
organizations:

Californias Bankers Association

California Savings and Loesn League

Department of Real Estate

California Real Estate Asscciation

Mortgage Brokers Ingtitute
The letters received in response to Senator Song's letter are attached aa
Exhikits I-III to this memorandum.

We also attach background information relevant toc late charges., Sese
“Savings and Loan's Practicea" (yellow) {this is the article the repre-
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gentative of CREA referred to), Assembly Finance and Insurance Committee--
Final Report on Late Payment Fees (green), Results of Survey (white pages)}.
Also attached (gold) is a copy of Civil Code Section 2954.5 which states the
prerequisites to imposition of a delinguent payment charge. You should read

this background material even though we do not discuss it in this memorandum.

Suggested Frovision on Iate Payment Charges

It is apparent from the backgrbund materials that there is_no uniformity
in the late payment charges actually imposed. Information as to the actual
costs to the lender of a delinquency is not available, and siich costs include
such speculative items as the need for a savings and loan asscclation to
have a low delinquency rate for the assocciation as a whole. {See discussion
on page 2 of Exhibit II.)

The steff believes that the legislaetive scheme outlined by the Department
of Real Estate is a sound approach to the problem. See Exhibit I. Accord-
ingly, we reccmmend approval of the draft section set out as Exhibit IV
of this memorandum.

Respectfully sutmitted,

John H. DeMoully
Executive Secretary




Yemo 73~1 ¥AHIBIT 1
STATE OF CALIFORNIA ROMNALD REAGAM, Govsrsor

OFFICE OF THE COMMISSIONER
DEPARTMENT OF REAL ESTATE

‘714 P Street

‘Sacramento, CA. 95814

- January 3, 1973

California Law Revision Commission
School of Law .
Stanford, California 94305

Gentlemen:

In his letter to me of November 29, 1972, Senator Scng asked
me to provide the Law Revision Commission with my views as

to what would constitute an appropriate formula for computing
late payment charges on loans secured by real property. In
addition, Senator Song asked for information concernlng late
payment charges currently being imposed in connection with
real estate loans and data as to costs actually incurred by
lenders as a result of the obligor's failure to make timely
payments on these loans.

I regret that the Department of Real Estate does not have any
reliable data as to the costs actually incurred by lenders

on account of late payments. We have not ¢onducted nor sponsored
any surveys among the many licensees of the Department who
negotiate real property loans nor are we aware of any such
studies conducted by or on behalf of institutional lenders. It
is, of course, possible that this information will be made
available to you by the lending associations from whom you

have elicited data and recommendations. As regards your
request for information on late payment charges actually being
imposed by licensees within the jurlsdlctlon of this Department,
our experience has shown that there is little uniformity. Until
approximately two years ago, Union Home Ioans, the largest
mortgage loan broker in the State in volume of loans negotiated,
charged a late payment fee egual to 1% of the face amount of
the loan. According to Mr. Leonard Smith, attorney for Union,
the company reduced its late payment charge to one-~half of 1%
cf the face amount of the loan. Other mortgage 1oan brokers
with whose practices we are familiar charge 10% of the delinguent
installment payment as a late payment charge. I am sure that
the Mortgage Brokers Institute will be able to supply you with
more detailed information concerning the late payment charge
practices of its members.
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As my Chief Legal Officer reported to your Mr. DeMoully in
recent correspondence, we have contacted the California
Mortgage Bankers Association for information concerning their
practices and for their recommendations to you. Enclosed is

a December 28 letter of kobert BE. Horgan, President of CMBA in
response to onr reguest. .

The Department’s recommendations with respect to statutory
limitations on lute payment charges on loans secured by real
property in this Stats are summarized as follows:

1. 2 late payment charge of not to excead 10% of the
delinguent intallment payment comprising principal,
interest and funds to be alleocated to the property
tax and property insurance impound account for an
interest only or installment payment of $50 or more.

2. For installment or interest only payments of less
than £50, a late payment charge cof $5 or 20% of the
installment payment, whichewver is the lesser amount.

3. HNo statutory limit on late payment charges on those
loans where the periodic payment under the terms of
the loan agreement is in excess of $500.

4. A prohibiﬁion against a late payment charge being
imposed more than one time for a single late install-
ment payment.

5. A grace period to the borrower of not less than six
days after the dnue date of the installment payment.

In arriving at this recommendation, we have endeavored to give
consideration to the interests of borrower and lender -- and in
the case of three-party loans -- to the broker. We believe that
this recommendation is a fair compromise of the conflicting
interests of thesc parties to real property loan transactions.

Sincerely,
Lot _
Robert W. Karpe
cc Hon. Alfred H. Song
Senator

Room 3048, State Capitol
Sacramento S58B14
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January 2, 1973

California Law Revision Commission
School of Law .
Stanford, Califormia 94305

Gentlemen:

We have been raquested by Senator Alfred H. Song to provide
you with our views as to an appropriate formula for computing
the late payment charge on loans secured by real property.

Senator Song in his letter of November 29, 1972, also requested
that we furnish you with information on late charges now made
and data showing the actual costs incurred by lenders for
failure to make timely loan payments. At this time we do not
have the information requested and, therefore, regret that we
are unable to furmish the same.

As to our views, We bealieve that the great bulk of cost for

loan servicing is attributable to those relatively few bor-
rowers who are chrcaically late in making loan payments, There
is certainly no desire by savings and loan associations to
place an undue chargzs on those smaller horrowers whose payments
are occasionally not timely because of inadvertence or hardship.
In these cases, therefore, we suggest that a late charge limita-
tion of 107 of the late instailment is appropriate. We would
confine this limitation to loans on ownmer-coccupied, single
family residences.

Larger, more sophisticated borrowers are a more difficult
problem, In times when money is tight, sophisticated borrowers
frequently find it easier to withheld loan installments and
pay late charges than to borrow from banks for normal business
needs. Yet it is at precisely these times that mortgage
lenders need their regular flow of loan repayments o meet
their own lending commitments and obligations to make new
mortgzge loans, Accordingly, the late charge on these loans
must be sufficient to encourage prompt payment as well as to
compensate for the disproportionate expense of servicing
chronically late borrowers.
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It seems clear to us that the exclusion of late charges on non-single family home
loans from legislative limitations is appropriate, Late payments on long-term real
estate losns are not the normal type of breach to which liquidated damage limita-
tions should apply. It is one thing to preclude forfeitures on single payment
contracts; it is another to limit collection procedures and cost apportiomment as
to a long-term lender whose very existence depends upon having almost all its loans
in a current status. ' ' '

One of the reasons it would be wvirtually impossible to determine the cost to a
savings and loan association resulting from delinquent loans is attributable to

the necessity for having a low delinquency rate for the association as a whole.
Under current federal regulations, various restrictions apply when an association's
ftzlow loans" and “scheduled items" increase beyond a minimum amcunt. These items
affect an assoclation's reserve requirements, permitted lending territory, ability
to sell participations in loans, and ability to make loans in other states (see for
example 12 C.F.R. 561.15, 561,16, 561.22, 563.9(a)(4), 563.9-1(b)(2) and 363.13).
Certainly no one can measure the loss which may be incurred by an association by
the imposition of these federal restrictions or by the risk to the association and
its savers and investors in having its loan portfolio on less than a current basis.

We believe that any comparison of late charges on conventional loans with similar
charges on FEA insured or VA guaranteed loans is inappropriate. With FHA and VA
loans, the risk of delinquency and ultimate loss from default is placed upon the
federal govermment and it is, therefore, appropriate for the federal govermment to
specify late charge limitations. The risk of loss on conventional loans, on the
other hand, is with private lenders who must have appropriate collection remedies
or bear the loss themselves.

We trust the foregoing answers Senator Song's inquiry as to our views. Should you
need a further statement as to any particular aspect, we will be pleased to
furnish it.

Yours sincerely,

W. Dean Cannon, Jr.
Senior Vice-President

WDC: sp
¢e: Senator Alfred Song
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Mr., J. Jeruins Fhomas
Chief Legal Glricer
Department of Real HEstale
Siate of Califorria

714 "P'" Street

Sacramento, California 85814

Dear Mr. Thomas:

Thank you for your letter of December 12ih sonfirming our
telephone conversation of the previcus day regarding late
payment charges currently being imposed by various lenders
on loans secured by real property in California.

You are correct in your assumption that each member firm

of CMRA is free io adopt its own policy on late charges for
commercial or indusirial leans, In lire with our conversation,
our Association is prepared to recommend a 5% charge of the
delinguent instellment payment to be assessed one time only

tor each delinquency. This charge would include impounds on
taxes and insuizncs. we would like to point out that delinquencies
of commercial and indusirial property are normally caused by
mis-manzgement of the property and therefore it is oftentimes
necessary for the lepder and/or servicer to actually manage the
property during this delinquent state. However, there are no
nrovisions under the terme of our servicing zgreement that aliows
us a menager's fee during this period and consequently it is
necessary that there be an sdequate late charge in order to re-
imburse us for the work performed.

We have been zware of instances during periods of declining
interest rates where sophisticated commercial or industrial
borrowers of substantial amounts have deliberately evaded their
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ohligations oy resson of the lender nor having arposed a loan
provision calling for substantial lete charges. Also to be
effective, the iate chargc must be high enough so that a business
concern doeg not take the position that paying the penalty is less
expensive than bank borrowing, and trade on this for spendable
funds.

L.et me iliustrate the point. A sophisticated borrower obtains

a cornmercial loan in the sum of $1 miliion at an 8% rate. Pre-
paymernt penaities are provided during the intial period of the

loan. A year or two years after the loan is made, the current
interest rate becomes 6%. The borrower can obtain refinancing

at this rate but determines to evade his obligation for pre-payment
penalties on any pay off. The borrower deliberately defaults and
continues his default, forcing the lender into calling his loan

which accelerates the maturity of the entire obligation. In such

a case, the borrower refinances his loan and pays it off without
incurring any pre-payment penalties. Obviously, this is to the
detriment of the lender and & deliberate violation by the borrower
of the loan agreement., Some lenders have protected themselves
against such occurrences by loan provisions providing for a
substantial late payment charge. When lenders are making sub-
stantial commercial or industrial loans to sophisticated borrowers,
I believe they are justified in protecting themselves in such a manner.
The origination of such loans are cosily, giving rise for a need

of the lender io protect himself against loss.

The current laie charge allowed by Government agencies is 4%
by the Veterans Adminisiration and 2% by the Federal Housing
Administration which includes principal, interest and impounds.
We do not feel thatl the 2% allowed by the FHA covers the cost
of collection on the part of our members, consequently, we
recommend that a 4% late charge be allowed on conventional
residential loans which should include the payment of principal,
interest and impounds.

Unfortunately, we know of no studies that have been conducted on
late charges to determine actual costs incurred by lenders,
either here in California or nationally, pertaining to the borrower's
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iLilure to make umely payinents We understand, however,
that the State Banking Depertment of the State of New York
may have conducted such a study lairly recently.

Sincerely,
ROBERT E. MORGAN
President

mch
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EXHIBIT IV

DRAFT OF STATUTORY PROVISIONS

General rule on liguidated damages

3319. A provision in a contract liquidating the damages for breach
of & contractual obligation is valid unless the party seeking to invalidate
the provision establishes that it was manifestly unreasonable under the

ecircumstances existing at the time of the making of the contract.

Rules on late charges on lcans secured by real property

295k.6. {a) As used in this section:

(1) "Loan" means a loan, other than a loan mede pursuant to Sectien
22b66 of the Financial Code, secured by real property.

(2) "Installment" means a pericdic psyment comprising any one ar
more of the following: principal, interest, and funds to be allocated to
the property tax andrproperty insurance impound account.

{b) Where more than one installment of not less than five hundred dollars
($500) is required on the loan, a provision of the loan contract imposing
a defﬁult, delinquency, or late payment charge is valid if it satisfies the
requirements of Sections 2954.5 and 3319 and all other applicable provisions
of law.

(¢) Except for cases covered by subdivision (b), the default, delinquency,
or late payment charge referred to in Section 2954.5 is mubject to the provi-
sions of that section and the following conditions:

{1) No default, delinguency, or late payment charge may be collected

on an installment which is paid in full within six days after its scheduled

-1-




due date even though an earlier maturing installment or a default,
delinguency, or late payment charge on an eariier installment may not
have been paid in full. For the purposes of this section, payments are
applied first to current installments and then to delinquent installments.
An installment shall be considered paid as of the date it is delivered
if delivered in person or the date it is postmarked if delivered by mail.
(2) If the installment payment is fifty dollars ($50) or mere,
the amount of the defsult, delinquency, or late payment charge shall not
exceed 10 percent of the inatallment.
(3) If the installment payment is less than fifty dollars ($50),
the amount of the default, delinquency, or late payment charge shall not
exceed five dollars ($5) or 20 percent of the installment payment,

whichever is the lesser amount.
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by Reg Dupuy, Long Beach, CRIA Honorary Director-for-Life

California Real Estate Magazine, September 1970

AT THE REQUEST of CREA
President Melvin Mould, the author
has analyzed the responses to the
survey mailed in June to oll Cali-
fornig Savings and Loan Associa-
tions. Reg Dupuy has been an officer
of a savings and foan asseciation, a
mortpage correspondent for a life
insurance company, a mortgage bro-
ker to savings and loan associations,
and is a successful operator of o real
estate firm in the Bixby Knolls area
of Long Beach. This article reflects
his opinion after analyzing the re-
sponses, and is not necessarily the
official opinion of CREA.

LCFYYHE TIME HAS COME, the
walrus said, to speak of many
things like ships and shoes and sealing
wax and cabbages and kings.” CREA
President Me! Mould sent a compre-
hensive questionnaire to the president
of each savings and loan association
in the state in order to determine the
procedures and policies of the re-
sponders, The savings and loan indus-
try is the major source of lendable
funds on real estate and the major
source of Joans is supplied by the real
estate industry. It is time to discuss
what has been learned about the
“things™ in the questionnaire.

It is true that a questionnaire tends
to be cold and sterile and it is not
possible to determine the rcasoning
behind many of the procedures and
policies. Often there is misunderstand-
ing by members of hoth industrics,
yet it is necessury for the success of
the two industrics to have mulual
understanding and cooperation.

Realtors and their salesmen should
acquaint themselves with the policies
of the S&L's with which they come in
contact and should therefore advise
their buyers the adventages of one
loan over anather in a particular case.
The S&L's should on the other hand
become more solicitous of the Realtor
for there are financially pood times
ahead,

The S&L's were most cooperative in
replying. Only a few of the middle-
sized and the smal] associations failed

to return the gquestionnaire. A sum-

mary of replies follows:
1. Do you make loan commitmenis?

100% of those reﬁlying said they
do,

a. 56% said they were oral.

37% said they were both oral
and written.
T% said they wers written,
Many said if requested, a writ-
ten commitment could be ob-
tained.
‘b, For what period do you honor
commitments?
58% said for 2 30-day period.
7% said the period varies.
7% said for a 15-day period.
21% said for miscellaneovs pe-
riods from 3 to 60 days.
¢. Do vou designare between a
“fiem" and “conditional” com-
minnent? .
68% indicated yes.
32% indicated no.

It. Prepavment Fre
a. How do you compute your
charges for prepaymeni fees?

42% charged 6 months interest
on the unpaid balance after
deducting 20% of the orig-
inal amount of the loan,

16% charged 6 months interest
on the unpaid balance.

10% charged 3 months or 90
days intcrest on the unpaid
balance and some no fee after
cither 3 years or 5 years.

6% charged 2% on the unpaid
balance.

5% charged 6 months interest
for cither 18 months or two
years and then 3 months or
90 days interest after said
periods.

- 21% had numerous other fees
except for two which charged
no {ee. One charged only 9
days interest, another 30 days
interest, another 2% on the
original amount of the loan.
QOthers charged 4 months in-
terest and another 2% on the
original amount of the loan.
One charged 6§ months inter-
est on the eriginal amount of

-le

IN. Asniunption Fees

the loan and permitted 20%
of the original amount of tha
loan to be paid in any one
quarter while other S&L's per-
mitted the 20% cither in any
one month or in any one year,
This same association alsh
permitted the interest to

reduced ¥ of 1% _
the 20% was paid addition-
ally on principal,

Lt

T A

What is your fee for transfer?
46% replied that their fee wip
1% of the uppaid balance, :
11% replied that their fec wag
¥ of 1% of the unpaid bal
ance. )

5% said their fee was 114 % of
the unpaid balance. &
4% said their fee varied from
1% to 1¥2% of the unpaid

" balance. :

349% wvaried greatly, such I!i
115 % plus $100.00, 1%
$50.00, $75.00, $80.00 of
$100.00. And then there was
a group that had a flat feg
of $100.00, $95.00, $50.00;
$25.00 and as low as oaly
$10.00. On the other end of
the scale were thoss who said
2% of the unpaid balance or
from 1V% 1o 2¥%, o
3% of 1%, and then one
S&L said from 1% to 5% of
the uapaid balance. Two.
others simply said they would

"

negotiate! The great majority

were at either 15 or 1% phn-
a processing fee of a flat dol
lar amount, mostly $50.00. -
Do you charpe a fee for trans

fer in the case of a divorce o

deatl of one of the trustors?

All of the S&L's excopl seven

said no, Two charged $25.00
in either ¢case, another ¢h
$50.00 in either case, another

$25.00 on only the divorce.”

while another charged $15.00
on a divorce. Another

¥

A
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they charged for “out-of-
pocket costs” and the seventh
charged $25.00 for the di-
vorce and $25.00 in case of
death if children or others
were involved bul aot to a
surviving spouse.
¢. Ifyou modify your deed of trust
. and note when an assumption is
involved, do you increase the
monthly payment and the in-
terest rate?

73% answered that they gener-
ally not only increase the
monthly payment but the in-
terest rate (o the current mar-
ket rate.

11% indicated they sometimes
do.

8% say they modify the pay-
ment but use a rate less than
the market rate and generally
at ¥4 of 1% less.

5% said they do not modify the
payments or increase the in-
terest rates on an assumption.

3% said they would negotiate!

V. Acceleration

Do you accelerate your loans for

the following reasons uand what are

your modified rerms?

t. Divorce. Not one S&L accei-
erated their loans.

b. Foreclosure of a junior lien.
Only 114 % said they would.

¢. Further encumbrance. Only 5% -

said they would with one stat-
ing it increased its iInterest
rate to the going market rate.
All others said no.

d. lease of proverty. 2% replied
ves, while one said its written
consent was required. All
others no, :

e Sale by contract. 43% said yes, -

53% said no, while 4% re-
quired written consent.

L Lease with option. 12% said
yes, 2% said yes oo a Case
basis, 79% replied no, and
. 7% indicated they would ac-
celerate when the option was
exercised. In talking with
some S&L's who had replied
ro, ikey toe said they would
accelerate when the option
was exercised and had not
thought of the answer this
way.

V. Late Charges

a. What is your formula for a late
charge?

38% replied that they charged
10% of the monthly payment
after 10 days delinquency and
many said there was a mini-
mum of $10,00.

10% charged 1710tk of 1% of
the unpaid balance of the
loan.

890 charped 29 of the loan bal-
ance if not paid in 30 days
and most divided the 2%
amount by 360 oo a prorated
daily basis.

5% charged 5% of the monthly
payment with some saying
there was a $10.00 minimom.

6% charged 4% of the monthly
payment,

4% charged 1/12th of 1% of
the unpaid balance of the
loan.

29% had various other charges.
Some increased ¥ of 1%, or
1% or 2% higher annual in-
terest per month on the loan
until the delinguency was
paid, There were numerous
others, The two most interest-
ing ones replied that their
formula was 000833 times
the loan balance and the
other was 16666 times the
unpaid balunce.

b, Do you pive a late charge no-

Hee?

30% said they did 10 days after
the due date.

25% replied that they did $
days afier the duc date.

19% said they did 15 days after
the due date.

13% stated that the borrowers
were informed when the loan
was made and no ferther no-
tice was made. Several indi-
cated that if the loan payment
record had been pood, they
sent the first notice with no
charge but advised the bor-
rower a charge would be
made on cach dclinquency
thereafter,

4% said they gave the notice
cither 6, 7 or B days after the
due dnte,

9% waricd anywhere from 3
ays-to as long as 30 days,

Ceoe

And there you have it. It can be
readily ascertzined that in general the
S&L's do not have a standardized pol-
icy or procedurs. Yet the industry in
California has gross assets of over $30
billion, which is approximately 20%
of the national tetal. Our two indus-
tries are similar in that Realtors in
California make up approximately
20% of the National Association of
Real Fstate Boards.

CALIFORNIA REAL ESTATE

LICENSES ISSUED )
1570 1984
LICENSES ISSUED July
Real Estate 5304 3501
REAL ESTATE LICENSES
fDriginal
Broker i 290
Salesman 1461 1,228
Renewal
Broker 1492 203
Salesman 1972 1043
Total 5,304 3,501

Mergers today are becoming com- '
monplace and Preston Martin, chair-
man of the Federal Home Loan Bank
Board, has indicated that the agency
will encourage even more merpgers of
savings and Joan institutions. At pres-
ent the 26 largest with assets of over
$250 million hold about 70% of the
total pross assets in California while
the next 21 in size hold 13%. or a total
of 33%. We can anticipate more
mergers.

Therefore, it is even more impor-
tant for a Realtor to detetermine the
procedures and policies of the asso-
ciations. It would appear to me that
it would be preferable for a written
commitment to be issued for the mo-
tual benefit of both the S&L's and the
Realtor. Generally it would be con-
ditioned subject to the fingncial and
credit background of a buyer or a
borrower. The down payment would
be likewise considered. Althovgh some
S&L's have limited funds today, the
commitment should be good for 30°
days, which could be extended for
tause, -

The prepayment fees should be
stendardized at & months interest on
the unpaid balance after deducting
20% of the original amount of the
Ioan. Assumption fees should be set
at either 2 of 1% but not more than
1% of the loan in order to encourage
home ownershig end multiple family
ownership.




There should be no fees for a trans-
fer in case of a divorce or death of
ont of the trustors unless third par-
ties are involved when credit reports
should be secured and analyzed.

The writer can see no reasen to ac-
celerate a loan dae to a further ¢n-
cumbrance being placed on the prop-
erty and particufarly to increase the
interest rute. The asscciation may be
justified in requiring the upproval of
such & junmior lien, but lo increase in-
terest or to charge points is to take
advantape of one who is usually un-
fortunafe in huving to obtain the loan
al w 10% interest rate plus the high
brokerage and escrow costs.

Glten a bhorrower must lease his
home and this should be of little con-
cern to an association.

When it comes to selling 2 home
on contract, the S&L's have the same
owner remaining responsible and often
the sale differs very little from a lease
of the same home. The owner has to
collect the payment and thus gives it
his personal attention. The use of the
acceleration clause in such 2 case is
merely taking advaniage of the clause,
which, when it was adopted originally
by institutiona! lenders was for the
purpose of a ¢redit check and to make
sure that a subsequent buyer would
satisfy the minimum credit reguire-
ments,

Lenders never dreamed that interest
rates would sear as they have, As this
was the original purpose, the accelera-
tion clause should be used in the way
it was intended. At such time as the
contract is to be satisfied and the ex-
isting loan assumed, then an S&L may
change its interest rate if it believes
it necessary. Yt seems strange that
such large institutions as life insor-
ance companies do not believe in in-
creasing interest rates on assumptions.
They have had their financial prob-
lems too.

Certainly the late charges should
be standardized. The most popular
one is-where the borrower is charged
10% of the monthly payment after a
10-day delinquency. However, the
median appears to be 15 days, as a
greater majority give notice 10 days
after the due date, Therefore the 10%
of the monthly payment after a 15.-
day delinquency would appear to be
the best solution and with a notice
piven to the borrower at 10 days after
the due date,

When an assumption is involved,
the writer believes that nearly all as-
sociations are missing the boat. Each
is anxious to improve ifs average in-
terest rate on its portfelie. Yet the
S&L's actually are impeding progress
toward this desirable end.

A survey was made in Yune 1970
by the Long Beach District Board of
Realtors. It asked the brokers to indi-
cate the number of sales lost since
Movember 1968 that could have been
closed if the intercst rates had been
increased to only 7429, 8% or B2 5%,
The rates were lower in the fall of
1968 and winter of 1969. Yer with
only 5% of the Realtors replying
{many were large offices) they re-
ported 140 sales lost had the interest
rie heen increosed o only 7% %, 90
sales lost if at only 8% and 23 sales
lost il at only RiA %5,

One medium sized association re-
ported in the questionnaire that it had

adopted a policy of adding 1427 1o

the existing interest rate to 2 maxi-
mum of 8% on 1 to 4 vnits and 134 %
on multiple families to a maximum
of 8%4%. If a Joan was at 6% then
the new rate would be 742 5%, If it was
at 7% the new rate would enly be
increased to €% on the 1 to 4 unit
property,

Others reported they used a rate of
V2 of 1% less than the going market
rate. One large association will re.
finance a home up to B0% of ap-
praised value and provided there is
no resale intended, and the loan has
been seasoned 30 months or more, it
incresses it rate by only 144 % but
not more than the maximum rate of
814 %. It has been reported that this
S&L is making many such loans and
bettering its yvield. Why they don’t do
the same on sales is hard to under-
stand.

The point i® that many would-be
buvers are putting off the day to buy
a home as there has been much pub-
licity in the press that interest rotes
will be less Iater. They don't know
when “later™ is but they are waiting,
The Long Beach survey points up the
fact,

A large title company went on a
campaign not too long ago with ad-
vertisements and placards such as
“Buy Your Home Now™ and so on.
The .8&L's could jointly go on such
a program through, perhaps, the Cali-
fornia Savings and Loan Leapte,

=3~

These placards could be in every Reak
tors window. The big S&Ls’ ads in the
newspapers could include similar mes-
sages. And the S&L's could easily yse
the lower interest rates on assumpligns
such as indicated above for they
would boost their average yield rashier
quickly and colfect an assumplion fee
too.

What would be the result of a well
planned campaign of this sort? It
would create more money circulating
from all these extra sales, for esth
dollar generally would circulate 10
times, Merchants, furniture and car
pet dealers, painters, carpenters and
many others would benefit. These sales
would create more sales, creating mote
assumptions and in ndditien to i
creasing the portfolio yield, it would
help to provide more savings &
posits for the nssociations. The Real
tors would assist in the campaigs-
“Buy Now" should be the slogan for -
the immediate future, ’ g

In short, 1o reduce the intcrest rates
on assumptions would not only hc:s
the savings amd loan nssocinﬁons. ;
their net yield and increased 0¥
accounts but it would help the whos
cconomy of the state. They could M
heroes and their public image woukd
make them leaders. !
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h PINAL REPORT
on

Late Payment Foos

Late payment ch%rges was the subject of several bills
introduced at the 1969 session of the Legislature and which
was the subject of interim Study by the Finance and Insurance
Committee. - :

) léte payment charge is that amount of additional
money which may be imposed by a lender on the bhorrower for the
late payment of any installment on a loan after the due date
of such payment. Under present law, late charges on {oans
secured by real property are not'regulateﬂ by statute and the
amount of laté charges assessed a borrower will vary depending
‘upon the lending institution. There is also no requirement
in the presentilaw that specified the borrower be notified
at the time a payment is late th#t a charge will be assessed
on the loan or that such a charge has been assessed.

An additional problem involved with late payment charges
is that there is no standard method of determining what the
léte charge will be based upon. Each lender is free to decide
what late charge provision will be included in his promissory

wote form and whether the late charge shall be a percentage
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of the late installment, a pcfcentage of the unpaid loan

balance, a percentage of the original loan balance or a flat

fee. A survey of late charges for California state li;ensed
savings and loan associations was cohduéted by the State

Savings and Loan Commissioner in August of 1966. That survey
indicated that a majority (113} of the 200 associations chartered
at that time charged between 1% and 10% of the ﬁonthly payment

as a late charge. Twen#y-one associations in that same sugvey
charged 1/10th of 1% of the unpaid loan balance while only 11
associations‘cﬂarged a flat fee, usually $5.00.

This survey indicated that the greatest number of
savings and loan associations f73) in’ California charged lb%
of the monthly payment as a late charge. The next highest
category was a charge of 4% to 5% of the monthly payment by
27 associations. The third highest category was 21 asscciations
charging 1/10 of 1% of the unpaid loan balénce. )

The California Savings and Loan League conduéted a
separate survey of delinguent penalties assessed by all Cali-
fornia savings and lcan associations in June of 1968._. This
survey determined that 72 associations {31%} charged 10% of
the monthly paYment as a delinguent penalty. 13% charged
1/éth of 1% of the unpaid principal balanéé. The next highest
category was ll%%lwhich charged 1/10th of 1% of the unpaid
‘principal balance. 49% of all associations charged between

2 and 10% of the installment as a late charge.
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It is interesting to note from this survey what olher
types of delinguent penaléies arc assesscd the borrower. One
association charges a maxinum of 20 percent of the monthly
payment, ancther charges one percent per day of the monthly
paymént while two associations charge one percent of the
eriginal principal balance. Two other associations charge
1/8 percent of thelunpaid'balance and 1/9 percent of the
unpaid ba%anceﬁ Two additional associations would increase
the rate of the note to a set percentage per annum due to the
delinguent payment.

This committee has received numerous éomplaints from
~borrewers regarding the amount of penalties assessed for late
payment of installments. One was a late charge of 541.92
assessed by a savings and loan association on a monthly payment
of $196.00, which would be calculated to 21.38% of that de-
linguent paymént. Anothe£ example of late charges was that
one borrower was charged $13%.20 oﬁ a loan payment of $560.00
for being in défault for seven payments, or 24.85%

The ﬁork sheet on cone loan indicates that the borrower
tock out an original lean of $1400.00 payable in monthly
installments of $£20.00 each. Trom November 10, 1964, to
July 24, 1969, the borrower paid a total amount of $ll?0.pO.
Of that figure onlyl$?é.18 waé appliecd to the pyincipal amount

and $664.82 was applied to the interest. There were 28 late
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payments during this period which were ascessed at $14.00
each for a total amount (ircluding six telegrams that were
sent) of $427.00 for penalty assessments on lote payments.
It is interesting to note that after paying on the original
amount of $1400.00 for five years the unpaid principal halance
due was $1321.82.
One legislative propesal introduced during the 1969
session to correct the éroblem of late payment charges was
AB 517 which was referred to interim study by this coﬁmittee.
This bill would have limited the maximum charge that may be
imposed on late installment payments of a_loén which is
secured by real property to 10 percent of the amount.of the
installment ox a $5.00 minimum, whichever is greater.
Proponents of AR 517 point oﬁt that the Unruh Retail
Installment Sales Act limits the maximum delinguency charge to
five percent of the installment or $5.00 whichever is less
‘with a minimum.charge of §$1.00. Further, proponents maintain
that the borrower usually is not informed of the size of the
late charges or often that such charges are éven being asscssed.
Opponents of this legislation contend that the charge
must be sufficicntly stiff to encourage prompt pﬁyment and to
prevent frequent éelinquencie; on loans.
Another bill relating tco this subject was AR 1909, also
introduced dQuring the 1969 session. This bill makes two changces

in the statutes covering real property mortgage lean brekers.
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Scction 1 of the bill would reguire that the terms of
any late pa}ment fee or default charge be dizclosed in the
brorer's statement furaished the borrower at the time the loan
is made. )

Scction 2 of the kill would limit any late payment
charae on a loon ar:angcd by a mortgage loan broker Lo lQ percent
of the late installment or $3.50, whichever is greater. Such
charge could only be collected once and 1f deducted from the
next payment could not then be.assessed_agginst that payment
because it is less than the amount owed.

It should be noted that these'laée payment provisions
only apply to loans negotiated by mortgage loan brokers and
do not apply to lcans made by licensed lenders. .

The position of the Attorney CGeneral is that there have
been substantial abuses of the late payment privilege on loans
placed through these brokers, abuses which do not occur to
the same extent with licensed lepding institutions.

Oppdnents argue that there is no reason for singling
out this part of the industry and that late paymént fees should
be high enough so that borrowers are sufficiently encouraged
to make their payments on time.

A subsidiary problem of the late payment charges is

that of notification to the borrower that such fees are being

~10-~
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assesscd against him for his delinguency in paying the
installments.

Referring once again o the survey by the California
Savings and Loan League, the methed of informing the borrowers .

of delinguency notuces varies among the savings and loan
associaticns. A majority of 5@ percent of the associations

inform the borrower by printed form or letter. Fifteen-and-
a-half percent indicate this information by a copy of the

note or othér docunents, 11 ?ercent verbally and one percent

givé this information on regquest. It.is interesting to note

that 4% percent of the associations (11 in number) have no

system of notifying the borrower of his delingquency.

AB 1924 (1969 General Session) would reguire that with
respect to any loan secured by real property, the borrower must
be notified in Qriting that a late payment charge will be applied
to the loan ana the amount thereof, and be afforded five days
from the mailing of the delinguency notice to cure the delinguency.

This procedure would apply to the first default. With
‘ respect to subsecquent defaults, the borrower need only be -
advised in writing of the imposition of the late charge within
five days after the late charge has been imposed.

X From the lenders point of view, the imposition of a
substantial late payment charyge scrves the purpose of reducing

the institution of foreclosure proceedings when a borrower is

-11-
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tempted to use his funds o meet obligations other than his
nortgage payment; Without sach delinquéncy charges at
relatively high levels, a borrower may lef: his mortgage payment
glide while making olbher pressing dcebht payments. However,
generally, a morfgagee or trustee will only allow no more than
60 days to elapse from the date of péyment before filing nétice
of a delinquency and irstituting forecleosure proceedings. It
is important that borrowers be made to feel the impact of
potgntial late payment charges. If foreclosure proceedings
start, it will be much more expénsive to cure than would thé
cost of any reascnable late charge.

Most lenders would agree that late fees should not be
a source of extra profit to the lender. The fee should be
adequate, however, to defray any additionai expense in;olved
in processing a late payment as well as compensating for lost
interest which could have been earned if the payment were made
on time. In addition, there should be a "motivatidn factor"
included. This would be a sum reasonably designed to encourage
prompt payment of the installment without amounting to an
eﬁofbitant or unconséionable charge.

At the time a promissory note is execcuted by a borrower,
he*will usually pay little attention to late payment provisions
or various pcnalty provisions. IHis main interest on recal

property loan transactions is the inferest rate, the term of

-1
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the loan and nis monthly ﬁayments. Since most‘debtors, at thc
time of boffowing, dc not intend to maké payments late, they
are not. inclined to actively negeotiate over delinguency payment
clauses. Nor ars they likely to'compute out the actual amount
which would be due if & penalty of 1% of the original balance
of a loan were assessed.

The absence of rniotice tg the borrower at the time a
late payment fee 1s imposed creates additional problems.
Often the lender will deduct the late fee from a subsequent
payment leaving that payment inadequate to meet the current
installment. 1In that case, the inadeguate payment will be
returned to the borrower. In other cases, the fact a late
charge has been imposed will not be told to the borrower until
the end of the lcoan at which time all such charges are payable
before the promissory note is cancelled.

The purpose of a late fee is to insure prompt payment.
-This purpose cannét be served if the late charge is too low.
The size of the fee can aid in insuring prompt payment. But
such a result cannot be expected if the borrower is without
notice of the imposition of the fee. For that reason, the
committee favors a reguircement that with respect to the first
la}e installmént the borrower be given five days after notice
of the delinquency to cure it without penalty. For subsequent
delinguencies the borrower should be notified of the imposition

of the late charge within five days of its imposition.

=13~



Asscmbly FPinance and Insurance Ceonamittee
Latc Pavirent Foeoes
L R —

The committee, howdver, does not recommentd statutory
maximun rate payment fees at this time.' Such maﬁimums when
set By statute invariably become minimum or standard chargcs
to which all lenders adhere., Competition over these terms is
virtuwally =Xliminated and those institutions that would assess
a smaller penalty raise their fees to the maximum pcrmitteé
by the statute. We‘believe that the notice provisions that
we have recomnended willralert borrowers to thelr potential
liability when making payments after the due date without the
inflexibility of maximum and minimum charges set by statute.

Moreover the committee's studies indicate that the
grace period allowed by lenders before the 1a£e chaxge 1is
assessed will be shorter where the charge is smaller with a
longer grace period given when the charge is higher. _If no
grace period were permitted in a statutory late charge pro-
vision, the public could end up paying more if all institutions
.adopted as standard the maximum late fee permitted by statute.
For the Legislature to ehact a mandatory grace period would
be improper since it amounts to telling persons that they do
not have to pay their bills on time but by law may pay late
without penalty. Such conduct should not be legislatively

encouraged.
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SURVEY OF FEES AND CHARGES FCR CALIFORNIA mBk&Mn

LICENSED ASSOCIATIONS - bcncma 1966 -

All California Azsociations

Late Payment Charges

.

page 1

fssets No. No Less Percent of zonﬂwpe\wmwsmsﬁ Percent ow_cuwmng Loan Balance Flat ree

¥illion | of Chrg.] then; b _ y

Dollars | Assoc. 1% | 1-2 {4-5}6-8] 10|15 | 20 ln/a2 §1/102/6 [1/5{1/bj1/al 1 j2ji¢2]$2.5) 85 $7.5 |$10

0-5 8 1 1 2 1 1 1 1

5-15 b 1 > 5 ) 2| & L

15-25 33 1 2 41 1| 10 3] 2 112 1

25-50 Ll 3 81 1116) 1 1t 3 1 1

50-100 2k 1 T 6] 1 1l 3

100-300 3h 311112 1] 5

Cver 300 10 5 2

] e e = f——

otal 200 2 1 9 _mq 3 173] 2 8119l 1 17 1 1
EXHIBIT




SURVEY OF FEES AND CHARGES FOR CALIFCRNIA STATE-

LICENSED ASSOCIATIONS - AUGUST 1966

Southern California Associations

Late Payment Charges

[Assets No. No 7 Tess FPercent of Monthly Payment Percent of Unpaid Loan Balance ~ Flat Tee

fillion { of Chrg.] thany X . , y

Dollars | Assoc.| 1% | 1-2|4-5]6-8] 10015 }20 ji/12)1/30]1/6 |1/5;21/8]2/2] 1 |2 $2 | $2.5] 45| $7.5 210
% — IIJ

0=-5 2 1 1

5-15 23 . 2 15

15-25 18 1 1 8

25-50 26 1 L 8

50-100 1k 3| L 1

100-300 2k _ 2 g __

Over 300 8 _ 3

Total 115 1 2 111 1 |48 11

‘ . EXHIBIT # . bmmmm
fi\ - . AN . . :



SURVEY OF FEES AND CHARGES FCOR CALIFCRNIA mabaml

LICENSED ASSOCIATIONS - >cmde 1966

Northern California Associatlions

lLate Payment Charges

[Assets | No. No Less Percent of Monthly Payment Percent of Unpaid Loan Balance Flat Fee

vi1lion | of Chrg.[| than z __ r
Dollars | Assoc.| | 1% | 1-2 | ka5 m 10| 15 mo_ 1/12 §1/10 Km Km 140 1/21 1§ 2ll$2 |182.5] 351 7.5

0-5 6 1 _ 1 1 1 1 : , 1

5-15 | 2k 1 . 2 | 3 7 1 o : IAE 3

1525 15 2 1 & 2 2 311 1

25-50 . 18 oy b | 1] 8] 2 1 1 __

50-100 10 1k 2| 2 ) 1|1 __

100-300 | 10 | | 1 {1 3 1] 1 1] 2 .

Over 300 _ 2 " | 1 |

Totel : T 116 23125] 211 = 5 b 1 1 1T || 2 Yy

o . Eﬁuﬂm ,\ o . page 3




mcm<mu OF DELINGQUENT PENALTIES - CALIFORNIA SAVINGS AND LOAN ASSOCIATIONS

EXHIBIT B

————————— sceeecce DELINQUENT PENALTIES ~ecaamanmmmem—on—mx ——
Percent of Monthly Peyment Percent of Unpaild Principal Balance Miscellanegus
2% 4% 5% 6% 10% Other 1/12%  1/10% 1/6% 1/5% 1/4% 1/2% Flat Fee None Other
Fo. Assns. 6 16 15 5 72 10% 20 27 31 6 1 10 3 {$5) 2 6%
| 2 ($2)
% of Total . . _
Responding 2.5 T% 6.5% 2 31% U 8.5% 11.9% 13% 2.5% .5% b % 1% 2.5%
* 1 assn. = Th #%1 gssn, - 1/8% of unpaid prin. bal.
3 assns., - &% 1 assn. - 1/9% of wnpaid prin. bal.
2 assns. = 15% 2 assns. - 1/10% of original prin. bal.
1 assn. = 20% max. 1 assn. -~ iner. rate of note to 8% per annum
1 assn. =~ 1% per day 1 assn. - incr. rate of note to 9% per annum
2 gssns, - pmbt. x int. rate of note
....... reeeeeecccccmecseee GRACE PERITIODS memmmememmoo—o— oo e
None or Grand % of Total
None Stated 10 days 15 days Other Totale Responding
Contractual h 69 61 i 135 584
Non-Contractual 51 20 20 6 _ 91 ho%
Total 52 mm 81 10* 232 Homﬂ .
% of Total 2% 38% 35% W
Respeonding
#1 assn. - 5 days, non~-contr. 6 assns. - within mo. pymt. due
1 assn. = 7 days, non-contr. (4 contractual - 2 non-contr.)
l assn. = 20 days, non-contr. 1l asen. - determined on individual basis
mmmcmmeesee=e METHOD OF HZMQWZHZO BORRCWERS OF ASSOCIATION POLICIES -ececccccccca
Printed Form Copy of Note or _ Information Did Not
or Letter Other Documents Verbal on Reguest None Indicate
No. Assns. 118 36 . 25 2 11 Lo
% of Total 51% 15.5% 11% 1% L.5% 17%

Responding

Prepared by the omHHHOWle Savings and Lor-

League -~ June 1968



CAvil Codo Section 29545

§ 2054.5 Delingquent payment charge; prerequisiten to impogition

(a) Beforc the first default, delinguency. or late pavment charge may be
assessed by any lender on & delinquent payment of a loan, other than a loan
made pursuast to Seciion 22466 of the Financial Code, sccured by real prop-
crty, and before the borrower hecomes obligated 1o pay sach a charge, the
borrewer shalt vither (1) be notified in writing and given at Jeast six daya
from mailine of such notice in which o cure the delingnency, or ‘2) be in-
formed, by a hilling or notice sent for each payment due on the loan, of the
date after which suck & charge will be gssegacd.

The notice provided in either paragraph (1) or (2} shall contain the
amount of such charge or the method by which it is calcuinted.

{(b) If a subsequent payment becomes delinguent the borrower shall be
notified in writing, before the late charge is to be imposed, thal the charge
will be imposed if payment i3 not received, or the borrower shall be notified
at lease semiannually of the total amount of late chargea imposed during
the period eovered by the notice.

{¢) Notice provided by this section shall be sent $o the address specified
by the borrower, or, if no address is specified, to the borrower’s address as
shown in the lender's records.

(4) In case of multiple borrowers obligated on the same loan, a notiee
muiled to one shall be deemed to comply with the provisions of this section.

‘e) The failure of the lender to comply with the requirements of this
section dues not excuse or defer the horrower's performnance of sy ob-
ligaticn incurred in the loan transaction, other than his obligation to pay
8 late payment charge, nor does it impair or defer the right of the lender
to enforce any other obligation including the costs and expenses incurred
in any enforcement suthorizad by law.

The provisions of this section shail snly affect loans made on and after
Janaary 1, 1971,

(Added by Stats.1974, c. 1430, p. 2773, § 1. Amended by 3tatn.1971, ¢. 813,
B ==y ! L:
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California Law Revision Commission
School of Law

Stanford Unlversity

Stanford, California 94305

Re: Liquidated Damages Study
Gentlemen:

Senator Alfred H. Song, on your behalf, has
requested a statement of the views of the California
Bankers Assoclation as to what would comstitute an
appropriate formula for computing the late payment
charge on a loan secured by real property and for sup-
porting information stating the actual late payment
charges now made, including data showing the actual
costs incurred by the lender as a result of the failure
to make a timely payment on such a loan.

As you may be aware, the Association has
sponsored legislation to limit the charges for late
payments on loans secured by real property containing
single-family, owner-occupied dwellings to 10% of the
installment due. In 1972, Assemblyman Pierson carried
4.B. 1515 which would have imposed such a limitation.
Wwhile this measure was unsuccessful, we are in hopes
that other types of lending institutions will be able to
support some limitation in the future.

With respect to the actual charges now made LV
members of the Association for late payments on loans
secured by real Dproperty, i am advised that the .aicrity
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of the major banks impose a charge of 4% of the uelinquent
installment on conventional loans. There are, of course,
variations from this figure as each bank sets its own policy
based upon the character of its loan portfolio. As to cost
data, I am unable to furnish you with tbat information be-
cause I am advised that the primary purpose of such a charge
is to encourage installment payments be made in a timely
manner.

I note that the Commission will be considering a
staff recommendation that, with respect to loans with install-
ments of not less than $500, the late payment charge, what-
evér the amount, would be subject to invalidation on the
grounds it was manifeatly unreasonable. It is not uncommon
for sophisticated commercial borrowers to deliberately default
on installments when conditions in the money market make it
advantageous to do so. I would suggest that the Commission
consider limiting the likelihood of litigation to situations
where the late payment charge is in excess of 10% of the
delinquent installment. While the Commission has found it
desirable to permit the parties more freedom in negotiating
late payment charges on large loans, it would appear incon-
sistent, as well as undesirable, to permit litigatiom as to
the reasonableness of the charge if it does not exceed 10%.

I am also concerned that such a distinction would raise the
issue of whether it is a reasonable classification. The
comments on the foregoing recommendation are my personal views
in that the members of the Association have not had an oppor-
tunity to consider this particular recommendation.

The California Bankers Association appreciates
this opportunity to make its views known to the Commission.
In order that this letter be available to the members of the
Commission prior to the January 19th meeting, 1 am sendirng
copies to each of you individually.

Very truly yours,

LANQ?LS, RIPLEY & D1AMUND
L A ) . .

Dip——— 4

g

O N S
s p’_(,"‘ R - LT v i
dobpn L. Bailuff
Oounegal
elitaroia Bankers Asscelationl

JEB:vm

cc: Honorable Alfred H. Song



